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EXPOSURE DRAFT 
PROPOSED STATEMENT OF POSITION 
FINANCIAL ACCOUNTING AND REPORTING 
FOR HIGH-YIELD DEBT SECURITIES 
BY INVESTMENT COMPANIES 
(Proposed Amendment to AICPA Audit and Accounting Guide 
Audits of Investment Companies) 
Prepared by the Investment Companies Committee, Accounting Standards Division, 
American Institute of Certified Public Accountants 
Comments should be received by May 4 , 1992, and addressed to 
AI Goll, Technical Manager, Accounting Standards Division, File 3170.HY 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775 
800018 
SUMMARY 
This proposed statement of position (SOP) provides guidance on financial reporting by investment 
companies for high-yield debt securities held as investments. Although the focus of this proposed 
SOP is on high-yield debt securities, certain guidance is also applicable to other debt securities held 
as investments by investment companies. 
It recommends the following: 
• Using the effective-interest method to report interest income on payment-in-kind (PIK) 
bonds and step bonds 
• 
• 
Writing off interest receivable on defaulted high-yield debt securities in accordance with 
Financial Accounting Standards Board Statement No. 5, Accounting for Contingencies, and 
allocating the write-off between income, for the portion that had been recognized as 
income, and the cost of the related investment for the portion purchased 
Reporting capital infusions in support of high-yield debt securities as additions to cost; 
reporting other expenditures, excluding workout expenditures, as additions to cost only to 
the extent that they increase legally enforceable claims against the issuer of the securities; 
and reporting workout expenditures as operating expenses 
Procedures to be considered by auditors for reviewing the valuations of high-yield debt 
securities to be reported in financial statements 
This exposure draft has been sent to — 
• State society and chapter presidents, directors, and committee chairpersons. 
• Organizations concerned with regulatory, supervisory, or other public disclosure of financial 
activities. 
• The Accounting/Treasurers Committee of the Investment Company Institute. 
• Persons who have requested copies. 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas 
New York. NY 10036-8775 
(212) 575-6200 Telex:70-3396 
Telecopier (212) 575-3846 
March 4 , 1992 
Attached is an exposure draft of an AICPA proposed statement of position (SOP), Financial 
Accounting and Reporting for High-Yield Debt Securities by Investment Companies. The 
proposed SOP has been developed by the AICPA Investment Companies Committee. 
Comments on this exposure draft should be sent to Al Goll, Technical Manager, Accounting 
Standards Division, File 3170.HY, AICPA, 1211 Avenue of the Americas, New York, NY 
10036-8775, in time to be received by May 4, 1992. 
Accounting for Expenditures in Support of Defaulted Debt Securities 
Paragraphs 43 through 49 discuss accounting for expenditures in support of defaulted debt 
securities. Commentators are asked to state specifically their views on the conclusion in 
paragraph 49, which states: 
Capital infusions for which evidence of additional indebtedness is received, including 
directly related costs incurred by investment companies to support debt securities, 
should be recorded as additions to the cost basis of individual securities. Such 
adjusted cost basis should be compared with the value of the investment to derive 
and record its unrealized appreciation or depreciation. Additions to a security's cost 
basis would not increase net asset value of the investment company. That would 
occur only through increases in the security's market value. Other expenditures, 
including legal fees, should be capitalized only to the extent they increase the legally 
enforceable claim against the issuer. Workout expenses should be recorded as 
operating expenses. 
The comment letters will be reviewed by the Investment Companies Committee to determine 
what modifications should be made to the draft before it is sent to the Accounting Standards 
Executive Committee for approval to issue a final SOP. 
Written comments on the exposure draft will be available for public inspection at the AICPA library 
(212-575-6322) after June 4, 1992, for one year. 
Yours truly, 
John L. Kreischer Robert W. Uek \ 
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FINANCIAL ACCOUNTING AND REPORTING FOR 
HIGH-YIELD DEBT SECURITIES BY INVESTMENT COMPANIES 
INTRODUCTION 
1 . High-yield debt securities consist of high-yielding corporate and municipal debt obligations. 
These securities are frequently referred to as junk bonds. The issuance of high-yield debt 
securities has increased significantly over the past decade. They have supplied significant capital 
for business expansion and corporate restructurings. Those securities are inherently different from 
investment-grade issues. They present additional credit, liquidity, and market risks for all 
participants in this marketplace: holders, issuers, underwriters, and broker-dealers. 
2. Recent estimates place the U.S. high-yield debt securities market between $180 and $250 
billion, with over 3,300 individual security issues outstanding. Mutual funds and insurance compa-
nies each hold approximately 30 percent of those securities and pension funds hold about 15 
percent. 
3. High-yield debt securities are corporate and municipal debt securities having a lower-than-
investment-grade credit rating (BB+ or lower by Standard & Poor's, or Ba or lower by Moody's). 
Securities that have no credit rating should be classified as high-yield debt securities if they 
otherwise have the characteristics of such securities. Because high-yield debt securities typically 
are used when lower-cost capital is not available, they have interest rates several percentage 
points higher than investment-grade debt and often have shorter maturities. 
4. High-yield debt securities generally are unsecured and subordinate to other debt outstanding. 
Many issuers of high-yield debt securities are highly leveraged, with limited equity capital. That, 
plus a market for such securities that may not always be liquid, may increase the market risk, 
liquidity risk, and credit risk of holding those securities. 
5. High-yield debt securities may be issued at or traded at significant discounts from their face 
amounts (principal). 
6. Interest for some high-yield debt securities is not paid currently. Instead, interest may be 
deferred and paid at maturity (zero-coupon bonds) or in periodic interest payments that do not 
commence until a specific date in the securities' life cycle (step bonds) or interest may be paid in 
the form of additional debt securities of the issuer bearing similar terms (payment-in-kind bonds 
or PIKs). 
Market Risk 
7. In contrast to investment-grade bonds (the market prices of which change primarily as a 
reaction to changes in interest rates), high-yield bonds (the market prices of which are also 
affected by changes in interest rates), are influenced much more by credit factors and financial 
results of the issuer and by general economic factors that influence the financial markets as a 
whole. 
8. Such factors often make it difficult to substantiate the market valuation of those securities. 
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Liquidity Risk 
9. The market risk is often heightened by the absence of centralized high-yield bond exchanges 
and relatively thin trading markets, making it more difficult to liquidate holdings quickly and 
increasing the volatility of the market price. Except for U.S. Treasury instruments, there currently 
is no centralized or regulated procedure for pricing most fixed-income securities, including high-
yield debt issues. 
Credit Risk 
10. High-yield debt securities are more likely to default on interest or principal than 
investment-grade securities. Most high-yield debt securities currently outstanding have been 
issued since 1985. Accordingly, there is little long-term record on how they perform over all parts 
of the business cycle. 
1 1 . Adverse economic developments in 1990 and 1991 have contributed to default on principal 
and interest payments by many issuers of high-yield debt securities. Those developments have 
emphasized the need for great care in valuation, income recognition, and financial statement 
disclosure for holders of those securities. 
CURRENT LITERATURE 
12. Although none of the current financial reporting literature specifically addresses the issues 
discussed in this SOP, various sources in that literature provide indirect guidance, including the 
following: 
• Financial Accounting Standards Board (FASB) Statement No. 5, Accounting for 
Contingencies 
• FASB Statement No. 95, Statement of Cash Flows 
• FASB Statement No. 9 1 , Accounting for Nonrefundable Fees and Costs Associated with 
Originating or Acquiring Loans and Initial Direct Costs of Leases 
• Accounting Principles Board (APB) Opinion No. 22, Disclosure of Accounting Policies 
• APB Opinion 29, Accounting for Nonmonetary Transactions 
• Emerging Issues Task Force (EITF) Issue No. 86-15, Increasing-Rate Debt 
• EITF Issue No. 89-4, Accounting for a Purchased Investment in a Collateralized Mortgage 
Obligation Instrument or in a Mortgage-Backed Interest-Only Certificate 
• Statement on Auditing Standard (SAS) No. 1 1 , Using the Work of a Specialist 
• AICPA Audit and Accounting Guide, Audits of Investment Companies (third edition, 
revised). 
SCOPE 
13. This SOP amends the AICPA Audit and Accounting Guide Audits of Investment Companies 
(third edition, revised). 
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14. This SOP addresses the following reporting and accounting issues encountered by investment 
companies holding high-yield debt securities in their portfolios. 
a. How should interest income be measured and reported for step-bond and payment-in-
kind bonds in investment company financial statements? 
b. How should previously recorded income and purchased interest be treated when 
recoverability becomes doubtful in connection with defaults by issuers? 
c. How should additional expenditures made by investment companies in support of high-
yield debt securities be accounted for? 
d. What audit procedures should be considered to determine the reasonableness of 
valuations of high-yield debt securities? 
ACCOUNTING FOR INCOME ON STEP INTEREST AND PIK DEBT SECURITIES 
Discussion 
15. High-yield debt securities take various forms. The most common forms of high-yield debt 
securities (junk bonds) may include zero-coupon bonds, PIK bonds, and deep-discount step bonds. 
16. PIK Bonds. Issuers of PIK bonds have the option at each interest payment date of making 
interest payments in cash or in additional debt securities. Those additional debt securities are 
referred to as baby or bunny bonds. Baby bonds generally have the same terms, including 
maturity dates and interest rates as the original bonds (parent PIK bonds). Interest on baby bonds 
may also be paid in cash or additional like-kind debt securities at the option of the issuer. 
17. Step Bonds. Step bonds generally are characterized by a combination of deferred-interest 
payment dates and increasing interest payment amounts over the bond's life. Thus, they bear 
some similarity to zero-coupon bonds and to traditional debentures. 
Present Practices: Income Recognition 
18. Present income-recognition practices for high-yield debt securities vary. 
19. For PIK Bonds. The most common methods currently used for revenue recognition on PIK 
bonds are the effective-interest method and the market-value method. 
20. Effective-Interest Method— Under the effective-interest method, also referred to in accounting 
literature as the interest method, PIK bonds plus their additional debt securities issued in 
connection with interest payments are treated as a combined instrument, based on the assumption 
that all principal amounts will be paid at maturity. Interest income is recorded by the effective-
interest method, so that at final maturity the bonds' carrying amount will be equal to the aggregate 
principal amount of the original bonds and all baby bonds received. Periodically, the realizable 
value of the bonds' interest previously accrued and recorded is evaluated. Any adjustments would 
be recorded as reserves against accrued interest income. 
2 1 . Market-Value Method — Under the market-value method, interest income is accrued daily on 
the basis of the face value and the stated interest rate of the PIK bond. Each day, the related 
interest receivable is marked to market, thereby reflecting the current economic value of interest 
income recognized. The market price of the parent PIK bond generally includes accrued interest. 
To the extent any accrued interest is determined to have been included in the quoted market price 
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of the parent PIK bond, it would be eliminated each day to avoid double counting of interest 
income. 
22. Further, the interest ex-date represents the first date that a PIK bond's market value does not 
include an interest component and interest income is fully accrued. From that date through 
payment date, generally a period of one to two weeks, the bond theoretically trades without 
interest. (This is similar in concept to the ex-date for traditional equity securities paying periodic 
dividends.) Accordingly, from the interest ex-date through the interest payment date, no 
adjustment is necessary to reduce the bond market value for interest. 
23. At payment date, the basis of the baby bonds actually received is compared to the amount 
accrued at the interest ex-date based on the current market value of the parent bond. Because 
interest receivable is being marked to market daily, no further adjustment to interest receivable 
generally is necessary. 
24. Should the reporting entity sell a PIK bond between interest payment dates, the proceeds 
received are allocated to interest accrued and bond basis consistent with the market valuation as 
of the trade date. The same is true for any purchases made between interest payment dates. 
25. One variation of the market-value method is to adjust the amount of interest income accrued 
by the interest method to the value of the bonds at the interest ex-date. 
26. A second variation is to accrue interest income daily on the basis of the coupon rate and 
adjust the interest income for the market value of the bonds received at payment date only. 
27. For Step Bonds. Currently, there are two methods most commonly followed for revenue 
recognition on step bonds. 
28. Effective-Interest Method—Under the effective-interest method, also referred to in accounting 
literature as the interest method, total expected interest—the combination of the aggregate coupon 
interest payments and the original issue discount—to be earned over the life of the bond is 
determined and the interest method using the effective-interest rate is applied to recognize interest 
income daily for the bond. This method ignores any adjustment of interest rates and treats the 
bond as a zero-coupon instrument. 
29. Bifurcation Method—The bifurcation method assumes that the bond is a discount bond only 
for the portion of its life for which payment of interest is deferred. During that period an effective-
interest rate is used. For the remainder of the bond's life, for which a stated coupon rate exists, 
the stated interest rate is used to record interest income. 
Views on the Issues 
30. PIK Bonds. Some believe that accounting for PIK bonds should follow guidance for monetary 
assets that do not pay interest, such as zero-coupon bonds, and interest should be accounted for 
by accretion by the effective-interest method. That is generally considered to be the method to 
use in recognizing income for tax purposes. It would enable tax and book accounting treatment 
to be consistent. 
3 1 . Others contend that, because of the significant uncertainties on the realizability of income 
from PIK bonds, income should reflect the current values of the underlying investments regardless 
of stated coupon rates. They believe that the use of current value presents a more accurate 
picture of the current value of income received from PIK bonds. 
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32. Step Bonds. Some believe that because there are differing interest payments throughout the 
lives of step bonds, including periods of no interest payments, step bonds have the same charac-
teristics as zero-coupon bonds. They therefore account for interest income by the effective-
interest method. 
33. Others believe that the contractual nature of the interest payment schedules connected with 
those bonds should govern the accounting treatment. Thus, for periods of no interest payments, 
the effective-interest method should be used; when interest payments are being made they should 
be used to account for income. 
Conclusions 
34. PIK Bonds. Because PIK bonds generally possess many of the characteristics of zero-coupon 
bonds, the effective-interest method provides the most analogous accounting treatment. Accord-
ingly, the effective-interest method should be used to determine interest income. To the extent 
interest income is not expected to be realized, a reserve against income should be established. 
A periodic determination should be performed to ensure that the total amount of interest recorded 
as receivable plus the value of the underlying security does not exceed the current market value 
of the asset to be received. The sum of the acquisition amount of the bond and the discount to 
be amortized should not exceed the undiscounted future cash collections that are both reasonably 
estimable and probable. 
35. Step Bonds. Step bonds are analogous to other financial instruments whose payment terms 
change at predetermined intervals, such as some leases. Income on those instruments should be 
recognized using the effective-interest method, which is a systematic and rational method for 
accruing income throughout a bond's life that is not affected by the timing of cash payments. 
Additionally, to the extent interest income is not expected to be realized, a reserve against income 
should be established. The sum of the acquisition amount of the bond and the discount to be 
amortized should not exceed the undiscounted future cash collections that are both reasonably 
estimable and probable. 
36. Securities and Exchange Commission (SEC) Yield Calculations. SEC yield-formula calculations 
are required to be determined using the specific guidelines presented in SEC Release No. 33-6753. 
Yields calculated that way may not be the same as the effective interest reported in the financial 
statements. The ultimate realizable value and the potential for early retirement of securities should 
be considered when computing SEC yields. Management's best estimates of ultimate realizable 
value must be reasonable. Because values of many high-yield debt securities have significantly 
declined, computed yields for many of them may be higher than rates expected to be ultimately 
realized given current market values. To avoid unsound yield information, consideration should 
be given to capping yields of individual securities at some reasonable level and examining the 
underlying economic viability of the issuers. 
ACCOUNTING FOR ACCRUED INCOME AND PURCHASED INTEREST IN CONNECTION 
WITH DEFAULTED DEBT SECURITIES 
Discussion 
37. Interest receivable from debt securities generally is comprised of two distinct components: 
interest purchased from the previous bondholder and interest accrued by the investment company 
during the holding period. If market prices fluctuate significantly or issues of debt securities have 
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defaulted, a judgment to write off interest receivable may be required. Both components of 
interest receivable must be evaluated. 
38. Write-offs of interest receivable differ from traditional write-offs of trade accounts receivable. 
They can significantly affect an investment company's statement of operations and the 
performance measurement ratios of expenses to average net assets and net investment income 
to average net assets. 
Present Practices 
39. Current practice for the write-off of interest receivable is diverse. Most investment 
companies record the write-off of accrued interest as reductions of interest income. Many invest-
ment companies record the write-off of purchased interest as an increase to the cost basis of 
securities, whereas others record such write-offs as a reduction of interest income. 
Views on the Issues 
40. Many believe that to the extent that a write-off is related to interest recognized by the 
investment company, it should be treated as a reduction of interest income. They further believe 
that treatment of interest write-offs as expenses would present misleading expense ratios to users 
of financial statements of investment companies and cause difficulties in comparing performance 
information between investment companies. They also believe that a write-off of purchased 
interest is better presented as an adjustment to the cost basis of the security because it was 
incurred simultaneously and integrally with the original purchase of the investment. Additionally, 
because purchased interest is not recorded as income, they believe it should not be treated as an 
offset to revenue. 
Conclusion 
4 1 . The portion of interest receivable on defaulted debt securities written off that was recognized 
as interest income should be treated as a reduction of interest income. Write-offs of purchased 
interest should be reported as adjustments to the cost basis of the security and treated as 
unrealized losses until the security is sold. 
42. Those write-offs should be recorded when they become probable and estimable in accordance 
with the guidance provided by FASB Statement No. 5, Accounting for Contingencies. 
ACCOUNTING FOR EXPENDITURES IN SUPPORT OF DEFAULTED DEBT SECURITIES 
Discussion 
43. The market for many high-yield debt securities is relatively thin. When issuers of such 
securities have defaulted, the bondholders often become active in the workout process. Those 
workouts often result in new terms that restructure the high-yield obligations to allow the issuer 
to continue to be able to meet its ongoing interest obligations and maintain some, if not all, of the 
principal value to the holders of the obligations. 
44. Recent economic developments have led to increases in the default rates of high-yield debt 
securities. In addition to occasional capital infusions, professional fees to legally restructure the 
investments are frequently incurred. 
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Present Practices 
45. Current accounting and disclosure practices for additional capital infusions to specific projects 
and professional fees incurred for restructuring those investments are diverse. Some record them 
as additions to the original investment cost basis; others record them as operating expenses. 
Views on the Issues 
46. Some believe that expenditures incurred to support the operations of a project underlying a 
bond issue, either in the form of capital infusions or professional fees, should be charged to 
operations because they have no certain future economic benefit and do not increase the 
obligation payable to the holder. Others believe that those costs should be recorded as additions 
to the cost basis of the investment. 
47. Additional Capital Infusions. Additional capital infusions are made to ensure that the project 
underlying the debt issue is completed, thereby allowing the project to generate cash flows to 
service the debt's obligations. Bondholders generally receive additional promissory notes or the 
original bond instrument is amended to provide for repayments of those capital infusions. 
Accordingly, some believe there is future economic benefit in that the obligation's realizable value 
is enhanced. They believe such capital infusions should be considered as additions to the cost of 
the investment. Further, they believe that because investment companies report their investment 
portfolios at market values, those additional capital infusions would be reflected in net assets 
through increases in unrealized losses. 
48. Workout Expenses. Some believe professional fees incurred to maintain an investment 
company's position in high-yield municipal and corporate bonds among other bondholders or with 
the issuer should be reported as operating expenses by the investment company. Others believe 
that such costs are incurred to enhance future realizable value and therefore should be reported 
as additions to the cost basis. 
Conclusion 
49. Capital infusions for which evidence of additional indebtedness is received, including directly 
related costs incurred by investment companies to support debt securities, should be recorded as 
additions to the cost basis of individual securities. Such adjusted cost basis should be compared 
with the value of the investment to derive and record its unrealized appreciation or depreciation. 
Additions to a security's cost basis would not increase net asset value of the investment company. 
That would occur only through increases in the security's market value. Other expenditures, 
including legal fees, should be capitalized only to the extent that they increase the legally 
enforceable claim against the issuer. Workout expenses should be recorded as operating 
expenses. 
AUDIT PROCEDURES TO BE CONSIDERED IN EVALUATING VALUATIONS 
OF HIGH-YIELD DEBT SECURITIES 
Discussion 
50. Market-value risk for holders of high-yield debt securities is compounded by their relatively 
thin trading market, which increases price volatility and makes it difficult to liquidate holdings 
efficiently at any specific time. However, determination of market prices is difficult given the 
illiquid trading market (or lack thereof). Furthermore, there are no standardized procedures or 
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centralized markets for pricing most high-yield debt securities. In addition, few third-party pricing 
services currently exist, except for those used by investment companies, which might be used by 
auditors to obtain market prices of issues in support of investment companies' valuations. 
Present Practices 
5 1 . Auditors generally corroborate market values of investment companies' high-yield debt 
securities from independent pricing services. Some auditors use one pricing service, whereas 
others obtain at least two prices for each security by using two or more services. Some auditors 
perform extensive procedures to determine the reasonableness of valuations obtained from pricing 
services. Others rely on the expertise of the independent pricing services and perform only 
exception reviews. 
52. Based on pricing, high-yield debt securities can be viewed as three types: 
a. Securities for which there is an active market and independent prices are readily available; 
b. Securities for which there is no market or a thin market; and 
c. Securities for which there is no market or thin market and are priced by the investment 
company. 
Views on the Issues 
53. Some believe that the current practice of monitoring prices on an exception basis in 
connection with obtaining prices from independent pricing services is adequate. They believe it 
is common knowledge that exact measures of individual high-yield bond values do not exist 
because there is no centralized exchange; that review procedures focused on significant changes 
in prices would identify unsound price valuations; and that for securities whose values are 
estimated by the investment company's directors, the combination of review by an investment 
company's portfolio and accounting managers acts as an adequate check and balance to make 
sure that pricing practices are reasonable. 
54. Others believe that more specific guidance on reviewing the reasonableness of prices used 
is required for auditors. They also believe there is significant diversity in the extent and frequency 
of reviews of the methods applied by pricing services. 
Conclusion 
55. Given the complexities of pricing high-yield debt securities, as well as the potentially volatile 
market conditions surrounding those securities, certain additional audit procedures should be 
considered by auditors when reviewing the valuations of high-yield debt securities. 
56. Guidance for evaluating pricing services can be found in SAS No. 1 1 , Using the Work of a 
Specialist. 
57. Pricing services should be reviewed to gain an understanding of the procedures used for 
pricing high-yield debt securities, such as the following: 
• Methods used for determining daily prices and consistency of those methods from period 
to period 
• The experience of individuals involved in determining prices and quality control procedures 
in place 
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• Review of recent trading volumes, including comparison to prices obtained from market 
makers 
58. An investment company's portfolio should indicate all high-yield debt and restricted securities 
whose values have been estimated by its directors. 
59. For values estimated by directors of investment companies because no independent prices 
could be obtained, the SEC's Financial Reporting Release (FRR) 404.04 describes various 
procedures, including the following: 
• Review of the methods used by management to determine and update daily prices and 
the consistency of this methodology from period to period and across similar securities 
• Review of recent trading volumes to determine whether significant price changes have 
occurred 
• Consideration of the experience of individuals involved in determining prices 
• Review of procedures used to assess the credit risk of issuers. 
SAS No. 57, Auditing Accounting Estimates, provides guidance to auditors on obtaining sufficient 
competent evidential matter to support significant accounting estimates in audits of financial 
statements in accordance with generally accepted auditing standards. 
60. Furthermore, good-faith security value estimates may present the auditor with unique 
reporting problems. The board of directors' fair valuation procedures are designed to approximate 
the values that would have been established by market forces and are therefore subject to 
uncertainties. 
6 1 . The auditor should not modify the auditor's opinion if he or she concludes, based on an 
examination of the available evidence, that the process used to estimate value is reasonable, the 
documentation supportive, and the range of possible values not significant. The auditor may, 
however, choose to emphasize the existence of the matter by inserting an explanatory paragraph 
in the audit report. 
EFFECTIVE DATE AND TRANSITION 
62. This SOP is effective for financial statements for fiscal years beginning after December 15, 
1992. This Statement need not be applied to financial statements for fiscal years ending before 
its effective date that for comparative purposes are being provided with financial statements for 
fiscal years ending after its effective date. 
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